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Insurance Industry Developments— 2001/02
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your insurance 
audits. The knowledge delivered by this Alert assists you in 
achieving a more robust understanding of the business environ­
ment in which your clients operate. This Alert is an important 
tool in helping you identify the significant risks that may result in 
the material misstatement of your client’s financial statements. 
Moreover, this Alert delivers information about emerging prac­
tice issues, and information about current accounting, auditing, 
and regulatory developments.
If you understand what is happening in the insurance industry 
and you can interpret and add value to that information, you will 
be able to offer valuable service and advice to your clients. This 
Alert assists you in making considerable strides in gaining that in­
dustry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA 
general Audit Risk Alert—2001/02  (Product No. 022280kk).
Industry and Economic Developments
The U .S . Economy
As of the fourth quarter of 2001, the U.S. economy is weak and its 
outlook uncertain. Adding further agitation and uncertainty to 
that weak economic picture are the ramifications of the September 
11 attacks upon America and subsequent related events. The effects 
of those events are likely to further unhinge consumer confidence, 
decrease corporate earnings, increase layoffs, and further depress 
the stock market. To be sure, the short-term economic picture 
looks grim. Still, the financial underpinnings of the U.S. economy 
remain strong. Inflation is contained, interest rates have been cut,
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taxes have been lowered, energy prices have fallen, and the public 
debt has diminished. Additionally, in response to the September 11 
attacks, government stimulus measures are likely to be enacted in 
the form of increased spending on defense, spending on recovery 
efforts, direct aid to certain industries, and further tax cuts. The 
seeds o f economic recovery are sown. So, while the health of the 
economy is grim and uncertain and will likely continue to worsen, 
the economic malaise may be short-lived and mild.
September 1 1 ,  2001
The aftermath of the September 11 attacks may deepen the eco­
nomic malaise in which the nation is mired. A worsening busi­
ness environment will negatively affect insurance entities and 
their customers. In addition to the obvious economic implica­
tions, a number of accounting and auditing issues are raised as a 
result o f the September 11 attacks. These issues will concern 
those businesses and auditors directly affected by the attacks and 
those businesses and auditors who were not directly affected, but 
whose clients, vendors, suppliers, and others were directly af­
fected. See the AICPA general Audit Risk Alert 2001/02 (Product 
No. 022280kk) for additional information about auditing and 
accounting matters related to the September 11 attacks.
Specific Insurance Issues
The attacks that took place on September 11 represent a momen­
tous event for the insurance industry, as well as for the nation. 
The obvious question on everyone’s mind is, “Will insurance 
companies be able to meet the astronomic number of claims that 
will be filed in the wake of the attacks?” National Association of 
Insurance Commissioners (NAIC) President Kathleen Sebelius 
says, “Despite monumental losses expected to reach or surpass 
the $20 billion mark, the insurance industry is financially able to 
withstand the pressure. Policyholders can rest assured knowing 
that the insurance industry in the United States is a $ 1 trillion in­
dustry with assets o f more than $3 trillion. Therefore, prelimi­
nary loss estimates o f $20 billion represent only 2 percent of the 
premiums written in 2000.”
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Many different types o f insurers will be affected by the events that 
occurred. Claims that will be submitted will include:
• Property losses related to the World Trade Center and 
other buildings that sustained damage, including their fur­
niture and other contents
• Business interruption claims for businesses that sustained 
damage or were prohibited from opening
• Worker’s compensation claims for employees injured or 
killed on the job
• Health insurance claims for those who sustained injuries 
that were not work related
• Aviation claims for the four planes that crashed
• Life insurance claims for those who lost their lives in the 
disaster
• Auto insurance claims for vehicles damaged by falling ob­
jects or destroyed in underground parking garages
Joe Annotti, a spokesman for the National Association o f Inde­
pendent Insurers said, “Life insurers will particularly suffer large 
losses due to the number of executives in the World Trade Center 
who will have been covered for large amounts by corporate- 
owned and personal life policies. Worker's compensation will also 
take a big blow due to not only the workers in the towers but also 
workers in the surrounding buildings and immediate vicinity.”
Estim ating Losses. Insurance companies are currently trying to 
estimate the losses they will incur as a result of the tragedy. There are 
a number of factors that make it difficult for insurance companies to 
estimate the full extent of their losses. Legal definitions of whether 
the attacks are going to be considered a single event, multiple 
events, or act(s) of war will ultimately determine the amount of in­
surable losses. (Several lawsuits have already been filed asking the 
court to determine the tragedy classification.) In estimating losses, 
insurance companies need to comply with Financial Accounting 
Standards Board (FASB) Statement of Financial Accounting Stan­
dards No. 5, Accounting for Contingencies. Due to the high degree of
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uncertainty, insurance companies should consider all information 
and have adequate support for loss allowances. Many insurance 
companies are saying that they will not use the war-risk exclusion to 
avoid paying claims to those who were affected by the tragedy.
Insurance Fraud. Estimating damages and losses is not the only 
problem facing insurers in the aftermath o f the terrorist attacks. 
Insurance fraud prevention is another issue. Areas that face the 
greatest potential for fraudulent claims include commercial prop­
erty, business interruption coverage, and worker’s compensation. 
Due to the amount of documentation that was lost, insurers are 
going to be facing an uphill battle. In the case of property dam­
age, the items on the claim have to be documented. With so 
much of the documentation either lost or destroyed, the insurers 
are concerned about paying inflated claims. In the case of busi­
ness interruption, claims are based on accounting documenta­
tion. Many small companies keep this type of documentation on 
site, and much of this type of documentation would have been ei­
ther lost or destroyed making it hard to establish or dispute a 
claim. Additionally, a possibility exists that people may file fraud­
ulent workers’ compensation claims for physical and emotional 
damage when they were nowhere near the attacks. Auto insurers 
may also receive fraudulent claims, but to a lesser degree, due to 
the fact that so many cars were damaged beyond recognition.
Future Focus on Terrorism and Insurance. These events may lead 
to changes in policies and the way insurance companies do busi­
ness. We may see underwriters begin to develop a focus on terror­
ism risks as a result o f the recent attacks. “Insurers currently do 
not offer coverage against terrorism per se, but they will likely in­
creasingly use it as a factor in setting premium rates and coverage 
conditions,” said Robert Hartwig, chief economist for the Insur­
ance Information Institute. He continued by saying, “Terrorism 
as an underwriting factor depends on whether the insurance in­
dustry decides that terrorism will become a more common fea­
ture o f life in the United States.” Currently, in some European 
countries, terrorism exclusions or coverage already exist. The 
United Kingdom enacted an insurance pool for terrorist acts fol­
lowing the Irish Republican Army’s attacks in the early 1990s.
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For much of the 1990s, U.S. carriers had engaged in price wars, 
keeping premiums low. The prospect of future attacks has given the 
industry grounds for demanding substantial increases. Some short­
term responses from the industry include the following: Aviation 
underwriters have raised premiums for airlines anywhere from 200 
percent to 400 percent. Others have raised premiums 100 percent 
on commercial and industrial insurance to compensate for neces­
sary September 11 payouts. This kind of industry response has 
precedent. Premiums in Miami jumped 250 percent and through­
out Florida, 110 percent, subsequent to the Hurricane Andrew dis­
aster. Some companies are forming new disaster subsidiaries, and 
insurance stocks have jumped 7 percent since the attacks.
The industry is pressuring Congress for emergency aid. By the 
end of December 2001, lawmakers are expected to approve legis­
lation under which the government would pick up billions o f 
dollars, subsequent to an industry cap, in claims related to future 
terror assaults in the United States. This rule would enable the in­
dustry to feel comfortable offering all kinds of terrorism coverage, 
despite the potential of future incidents. Currently, a number of 
insurers are now agreeing to cover terror liability risk, but not 
property damage or cost of business interruption.
Reinsurance Sector Considerations. Reinsurers will bear a hefty 
tab as a result o f the attacks that occurred on September 11. 
(Reinsurers are asking Congress to back the aforementioned gov­
ernmental proposed legislation.) Robert Muir-Wood, head of risk 
and catastrophe modeling for Risk Management Solutions, said 
“A dense concentration of insurable risk, combined with possible 
failures by reinsurers to dilute their exposures to the event, will 
contribute to the high cost for the industry.” He added, “Rein­
surers will be hit by all these different lines o f business turning up 
at the same time, in portfolios where they hadn’t considered the 
potential for them to have occurred in the same event. European 
reinsurers insure life, business and nonlife, and probably have a 
feeling these lines don’t correlate. In this event, they correlate 
quite firmly.” Reinsurers must identify in the future where these 
lines o f business cross, in order to prevent the losses that the in­
surance industry will suffer as a result o f attacks.
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Proposal to Form a New Reinsurance Pool. Due to the attacks that 
occurred on September 11, the alternative market should see busi­
ness begin to pick up after a long dry spell. Some alternative risk 
arrangements that may evolve are corporate risk arrangements in 
which an insured assumes a share of both the risk and profit on the 
business. Industry players are discussing the idea of forming a rein­
surance pool that includes both terrorism and natural disasters. The 
main reason this is being proposed is to alleviate the concern that 
there will not be enough capital to pay for the losses incurred by 
such events. The pool would be based on the size and severity of the 
event along with the ability of the industry to respond to the situa­
tion, and the pool would be backed by the federal government.
NA IC Responds. In the aftermath of the terrible terrorist attacks 
that took place, the NAIC is confident that the insurance indus­
try will remain financially stable. The NAIC’s Financial Analysis 
Working Group met in September 2001 to design a consistent 
and coordinated approach in assessing the financial effect o f the 
attacks on insurers with possible exposure to losses. The NAIC’s 
International Insurer’s Department Plan of Operation Review 
Group and the Reinsurance Task Force also met to begin discus­
sions o f how to best monitor the exposure of foreign insurers and 
reinsurers. In addition, the NAIC plans to host a two-day sum­
mit involving regulators, industry representatives, congressional 
members, and key NAIC insurance department staff to discuss in 
greater depth the related insurance issues.
Property and Casualty Sector
According to A.M. Best, the U.S. property/casualty industry net 
income after taxes dropped 76 percent in the second quarter of 
2001 when compared to 2000 results. Factors contributing to 
this drop included:
• Major catastrophe losses, which included tropical storm 
Allison and other severe wind and hail storms
• Underwriting losses incurred by the industry
• A decline in net investment income and a drop in realized 
capital gains
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With the potential losses from the September 11 attacks, 2001 
could set a new annual record for catastrophe losses. The property/ 
casualty industry expects to see the firming o f insurance rates 
throughout 2001. However, unfavorable commercial reserve de­
velopment, erosion of reinsurance results, weak auto insurance 
sales, market fragmentation, transparency, excess capital, and ex­
cess players are the main factors responsible for the emergence 
and persistence of the soft insurance market.
The severe underpricing that has continued to plague the market 
since 1984 appears to be changing. This is due to commercial 
property/casualty carriers increasing their prices. Commercial 
property/casualty insurers were forced to increase rates due to 
reinsurers increasing their rates. However, many believe that 
small companies may find it difficult to reverse their downward 
cycles, while the stronger companies get stronger by picking up 
what was left behind from the companies that do not make it.
Auto Insurance
A number of auto insurers are exiting the market in New Jersey 
and Massachusetts due to burdensome regulations. First, these 
states have strict rate regulations, which prevent insurers from in­
creasing rates as costs rise. Other causes of auto insurers’ state de­
fections include the existence of no-fault laws that provide high 
medical benefits coupled with recovery for pain and suffering due 
to fault, the inability to terminate unprofitable business through 
nonrenewals or cancellations, and imposed limits on profits.
Homeowners Insurance
The cost o f insuring a home has climbed sharply and is expected 
to continue to rise for the next several years. Insurance companies 
are no longer earning large profits from auto insurance product 
lines. Therefore, insurers who provide linked homeowner and 
auto policies are raising homeowner rates to compensate for the 
auto product line. Additionally, insurers have become dependant 
upon the high returns from the strong economy of the 1990s and 
are now closing the profit void by increasing rates.
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Finally, the weather has played a role in rate increases. The in­
creased frequency o f natural disasters such as earthquakes, hurri­
canes, and tornadoes, has produced an increase in claim volume 
that needs to be counteracted by rate increases.
You should note that the time that it takes to settle claims may 
begin to lengthen because many insurance companies are cutting 
back on the number of claims handlers to reduce overhead costs. 
Many other people may see their homeowner insurance de­
ductible rise as a result. Homeowners along the coast now have to 
pay deductibles o f up to 5 percent of the value of their homes, in­
stead o f the once standard $250 or $500 deductible.
Life and Health Sector
The life and health insurance industry has seen an average growth 
rate o f 8 percent over the last five years. A combination of realized 
investment losses and a depressed stock market has resulted in low 
investment returns. Annuity production peaked during the begin­
ning of 2000 but was sharply declining by the first half o f 2001.
A large number of mergers and acquisitions has occurred in the 
industry, causing net premiums reported to be significantly dis­
torted. The distortions result from reinsurance being included in 
the figures. The sale of annuities is expected to decline after peak­
ing in 2000 at a recorded $137.5 billion. This decline is corre­
lated with the slowdown of the stock market.
In order for these variable annuities to stay competitive, compa­
nies have “unbundled” the benefits into distinct parts so interme­
diaries can sell basic products with low fees. Examples o f 
unbundled annuities include death or living benefits (guaranteed 
minimum income, accumulation, pay-out, or withdrawals).
New Products
Catastrophe Bonds
The downturn in the economy and business environment has 
contributed to a resurgent interest in some alternative risk vehi­
cles, such as catastrophe bonds. Catastrophe bonds are becoming
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more attractive to investors as an alternative to traditional risk re­
tention. The main reasons for their increase in popularity are 
their transparency, simplicity, and good risk-to-reward ratios. In­
vestors are willing to pay to have investments they understand 
and can easily follow.
Catastrophe bonds are also trading well because investors are 
willing to try new investments to further spread their risk. These 
bonds are issued at a tighter spread than indemnity insurance, 
which makes them less risky in terms o f investments. At the 
same time, dual-year coverage and competition have made cata­
strophe bonds even more efficient. The catastrophe bond market 
is finally seeing participants invest for economic, and not strate­
gic, reasons.
Containing the Cost of Weather Events
Insurers, capital markets and corporate entities are discussing 
methods to contain the costs o f weather events. Weather risk 
management has become increasingly important in the last five 
years. And, as market sophistication continues to increase, capi­
tal and insurance markets are trading various weather risks for 
investors.
Earthquakes, hurricanes and tropical storms may occur infre­
quently but have large costs. Hail, precipitation and temperature 
changes occur more frequently but tend to have lesser costs. This 
gives investors and insurers opportunities to mix and match the 
types of risk they are willing to take.
Vehicle for Facilitating Securitization
The NAIC has approved a Special Purpose Reinsurance Vehicle 
Model Act. The SPRV has created a vehicle for facilitating secu­
ritization within the United States, instead o f at an offshore lo­
cation. By allowing such vehicles within the country, states will 
now be able to regulate any limitations to these specific types of 
insurance.
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The Global Insurance Industry
The global insurance industry is changing and with these changes 
companies have to adapt in order to survive and remain prof­
itable. Some of the factors that are contributing to the change in 
the industry include:
• Expanding consolidation
• Convergence and globalization
• An evolving socioeconomic and political environment
• Changing consumer concerns and buying behavior
• Rapidly developing technology
• Broadening distribution patterns
• Shifting regulations
The industry is changing its objective from expansion to consoli­
dation. In the past, companies wanted to increase size to increase 
their market power while reducing costs. However, the new mar­
ket demands that companies be specialized in a particular niche 
and eliminate areas in which they are not successful. One way of 
achieving this is through consolidation. Another factor that is 
changing the industry is the use of the Internet. The Internet is 
eliminating global borders and has reduced barriers to entry.
Companies are also realizing the importance of strategic align­
ment with other companies to meet the needs of consumers. To 
survive in the new market, companies must find a way to serve 
their customers conveniently. Many companies, as a way of re­
ducing their costs, are shifting their service centers to global loca­
tions outside of the United States.
Strong brands will also have an advantage in this changing mar­
ket. It is important to have a strong brand name to be able to ac­
cess independent distribution channels. A key success strategy 
will be to quickly establish a brand name before the existing 
global brands take over. Insurance companies are going to need to 
hone their actuarial and financial skills to maximize shareholder 
returns. Insurance companies are realizing that they are not only
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competing for capital with other insurance companies but also 
with other types of companies as well.
Reminder About Privacy Regulations and Safeguarding 
of Information
Entities were required to comply with the privacy requirements 
of the Gramm-Leach-Bliley Financial Modernization Act by July 
1,  2001 .
The new regulation on the privacy of consumers’ financial infor­
mation:
• Requires an entity to provide notice to customers about its 
privacy policies and practices.
• Describes under what conditions an entity may disclose 
nonpublic personal information about consumers to non- 
affiliated third parties.
• Provides an “opt out” method for consumers to prevent the 
entity from disclosing that information to nonaffiliated 
third parties.
Protected Information
Under the regulation, restrictions on sharing information with 
nonaffiliated third parties apply to “nonpublic personal informa­
tion” about a consumer. Nonpublic personal information is “per­
sonally identifiable financial information” that is provided by a 
consumer to an entity and results from any transaction with or 
service performed for the consumer, or is otherwise obtained by 
the entity.
The regulation excludes “publicly available information” from the 
definition of nonpublic personal information. Publicly available 
information is any information that an entity has a reasonable 
basis to believe is lawfully made available to the general public 
from government records, widely distributed media, or disclosures 
to the public required to be made by federal, state, or local law.
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Under the regulation, entities must provide a clear and conspicu­
ous notice that accurately reflects their privacy policies and prac­
tices. The notice must be given to any individual who becomes a 
customer o f the entity by the time the customer relationship is es­
tablished, and annually as long as the relationship continues. 
Also, the notice must be given to any consumer who does not be­
come a customer before nonpublic personal information about 
the consumer may be shared with nonaffiliated third parties.
Opt-Out Requirement
Before an entity can share nonpublic personal information with 
nonaffiliated third parties, consumers must be given a reasonable 
opportunity to opt out from having that information shared. The 
opt-out notice must be given to:
1. Customers as a part o f the initial notice o f the entities’ pri­
vacy policies and practices, or prior to sharing nonpublic 
personal information about them with nonaffiliated third 
parties.
2. Individual consumers who do not become customers o f 
the entity, and former customers, before nonpublic per­
sonal information about them may be shared with nonaf­
filiated third parties.
Exceptions
The regulation does provide certain exceptions that permit an en­
tity to share nonpublic information with third parties without 
providing privacy or opt-out notices. These exceptions include 
disclosures of nonpublic personal information made in connec­
tion with certain processing and servicing transactions; with the 
consent o f or at the direction of the consumer; to protect against 
potential fraud or unauthorized transactions; and to respond to 
judicial process.
Privacy Policy Notice
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Entities should also be aware of existing state privacy regulations 
and emerging regulations. Privacy is a new and growing concern, 
and new rules likely will continue to develop. Also, under the fed­
eral privacy law, if  the Federal Trade Commission determines 
state laws and regulations provide greater consumer protection, 
those requirements will be incorporated into the federal require­
ments. Several states have recently passed or proposed various pri­
vacy regulations.
Other Privacy Regulations and Laws
Audit and Accounting Issues in the Spotlight
Reinsurance Arrangements
Reinsurance is an important part of many insurance companies’ 
business, and accordingly, it is important for auditors to obtain an 
understanding of the reinsurance programs of the insurance com­
panies they audit. The lack o f an adequate reinsurance program 
may expose an insurance enterprise to unwanted or excessive risks 
that can jeopardize its financial stability, particularly if its risks are 
concentrated by type or geographic area. This understanding is es­
pecially important in light of the September 11 attacks.
Auditors should pay special attention to fully understand what 
the impact o f September 11 will have on the reinsurance pro­
grams of the insurance companies they audit. Auditors will need 
to understand the risk exposures on assumed business, as well as 
any exposure on ceded business. Auditors should also be aware of 
how the insurance company is measuring the impact o f this 
event, as well as the approach to any act-of-war exclusions by 
both the insurance company and its reinsurers.
An important reinsurance question that will affect accounting by 
both the reinsurer and the direct writer is whether the September 
11 attacks are considered one event or multiple events. The out­
come o f this question will affect accounting depending on the 
structure of the reinsurance contracts because there may be lim­
its on reinsurance payments by event, or specified reinstatement 
premiums.
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Reinsurance Recoverables
In light of the significant events o f September 11, auditors should 
determine whether it is necessary to reevaluate the credit quality 
of reinsurers, and any potential recoverability issues (that is, who 
will be able to pay) on all reinsurance contracts— not just those 
for the tragedy. It may also be necessary to reevaluate the possibil­
ity of going-concern issues for assuming companies based on the 
impact of the September 11 attacks.
An important audit procedure in the reinsurance area is the evalua­
tion of credit risk related to reinsurance recoverables. The Audit and 
Accounting Guide Audits o f Property and Liability Insurance Compa­
nies discusses the controls or procedures that ceding companies 
should implement to evaluate and monitor the financial stability of 
assuming companies. In addition, the AICPA Audit and Account­
ing Guide Life and Health Insurance Entities provides guidance on 
auditing reinsurance for life and health insurance enterprises.
Risk Transfer Issues
Paragraph 9 of FASB Statement No. 113, Accounting and Report­
ing for Reinsurance o f Short-Duration and Long-Duration Con­
tracts, provides the following two risk-transfer conditions, both of 
which must be met for short-duration reinsurance contracts to be 
accounted for as reinsurance:
1. The reinsurer assumes significant insurance risk under the 
reinsured portions of the underlying insurance contracts.
2. It is reasonably possible that the reinsurer may realize a sig­
nificant loss from the transaction.
Long-duration reinsurance contracts require only the following 
to meet risk transfer criteria:
It must be reasonably possible for the reinsurer to realize sig­
nificant loss from assuming insurance risk, as that concept is 
contemplated in FASB Statement No. 60, Accounting and Re­
porting by Insurance Enterprises, and FASB Statement No. 97, 
Accounting and Reporting by Insurance Enterprises for Certain 
Long-Duration Contracts and for Realized Gains and Losses from 
the Sale of Investments.
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FASB Statement No. 97 and FASB Statement No. 113 explicitly 
provide that long-duration life and health insurance contracts 
that do not indemnify against mortality or morbidity risk should 
be accounted for as investment contracts as defined and described 
in FASB Statement No. 97. Other reinsurance contracts that do 
not meet the conditions for reinsurance accounting should be ac­
counted for as deposits. Auditors should carefully evaluate all sig­
nificant contracts for risk transfer.
For many reinsurance contracts a great deal o f judgment is re­
quired. It may be difficult to determine whether risk transfer con­
ditions are met, particularly for multiple-year, retrospectively 
rated reinsurance contracts with one or more adjustable features, 
and for contracts with undefined terms. Such contracts have be­
come increasingly complex, containing many varieties o f terms 
and features that may influence the assessment o f risk transfer. 
Consideration should be given to the guidance in Emerging Is­
sues Task Force (EITF) Issues No. 93-6, Accounting for Multiple- 
Year Retrospectively Rated Contracts by Ceding and Assuming 
Enterprises, and No. 93-14, Accounting for Multiple-Year Retro­
spectively Rated Insurance Contracts by Insurance Enterprises and 
Other Enterprises, and EITF Topic D-79, Accounting for Retroac­
tive Insurance Contracts Purchased by Entities Other Than Insur­
ance Enterprises, when accounting for and evaluating risk transfer 
or difficult contracts.
Reserve Guarantees
The FASB made two staff announcements at EITF meetings, one 
in November 1996 and one in November 1997, regarding the ac­
counting by the purchaser for a seller’s guarantee of the adequacy 
of liabilities for the losses and loss-adjustment expenses of an in­
surance enterprise acquired in a purchase business combination. 
The announcements can be found in EITF Topic D-54, Account­
ing by the Purchaser for a Sellers Guarantee o f the Adequacy o f L ia­
bilities fo r Losses and Loss Adjustment Expenses o f an Insurance 
Enterprise Acquired in a Purchase Business Combination, and the 
announcements provide guidance on the applicable accounting 
guidance for those transactions.
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You should consider whether management’s disclosures concern­
ing concentrations o f credit risk associated with reinsurance re­
ceivables and prepaid reinsurance premiums are adequate as 
required by the provisions of paragraph 7 of FASB Statement No. 
107, Disclosures about Fair Value o f Financial Instruments, as 
amended by FASB Statement No. 133. Furthermore, auditors of 
financial statements of publicly held insurance companies should 
be aware that the Securities and Exchange Commission (SEC) 
staff has expressed concern about the adequacy of disclosures re­
garding reinsurance arrangements.
The SEC staff expects registrants with material reinsurance recov­
erables to disclose information about the composition and quality 
of the asset balances. Meeting the SEC staff expectations may in­
volve the identification of individually material reinsurers and may 
also require disclosure of the reinsurers’ related balances. If the ag­
gregate recoverable consists primarily of numerous small balances, 
breakdowns of the aggregate balance according to claims-paying 
ratings also may be necessary. Significant delinquent balances and 
allowances for uncollectible amounts should be disclosed, as should 
significant transactions and balances with related parties.
Reinsurance Arrangements and Statutory Capital and Surplus
Paragraph 60(h) o f FASB Statement No. 60 requires that finan­
cial statements contain disclosures regarding the amount of statu­
tory capital and surplus o f insurance enterprises calculated 
pursuant to state-mandated statutory accounting principles 
(SAP). Auditors of insurance enterprises should carefully review 
reinsurance agreements. If there were significant concerns about a 
entity meeting requirements, it might be appropriate for manage­
ment to correspond directly with state insurance departments for 
auditors to obtain sufficient evidence that material amounts of 
reserve credits used to reduce statutory reserves and increase the 
insurance enterprise’s statutory capital and surplus have been 
properly computed in accordance with state laws. Most state in­
surance laws prohibit insurance enterprises from recognizing re­
serve credits pursuant to reinsurance agreements that do not
Disclosures About Reinsurance
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transfer a sufficient amount of risk to the reinsurer. If material 
amounts o f reserve credits associated with reinsurance arrange­
ments do not qualify under state law, statutory capital and sur­
plus may be materially misstated. Further, failure to meet the 
state’s minimum capital and surplus requirements can lead to 
state-imposed restrictions on the enterprise’s ability to sell insur­
ance products in the state and to distribute dividends, and such 
failure may call into question an enterprise’s ability to operate as a 
going concern. In these situations, auditors should refer to State­
ment on Auditing Standards (SAS) No. 59, The Auditors Consid­
eration o f an Entity’s Ability to Continue as a Going Concern 
(AICPA, Professional Standards, vol. 1, AU sec. 341).
Reinsurance Assumed and Participation in Underwriting Pools
The difficulties of Unicover, as well as other industry events, have 
highlighted the business risk that reinsurers and insurers may be 
exposed to when they do not develop adequate insight into insur­
ance risks assumed from others. For example, the reinsurers of the 
Unicover pool seem to have relied too often on the representa­
tions of agents. Furthermore, pricing analyses o f reinsurance as­
sumed can be complex because insurance risks are sometimes 
transferred through several parties. Therefore, it may become dif­
ficult to assess the nature o f the loss exposures retained by an as­
suming entity. Similar to the potential business risk created when 
an insurer unduly relies on the underwriting of others, financial 
statement risk is increased when an insurance entity unduly relies 
on financial information provided by ceding companies.
For entities that assume material amounts o f business, you may 
want to gain an understanding of their applicable underwriting 
and claims processes. Additionally, you may want to obtain an 
understanding of procedures for assessing the accuracy and relia­
bility of data received from the ceding companies. If internal con­
trols are deemed to be deficient, substantive tests may need to be 
performed to obtain assurance regarding the accuracy and relia­
bility of the data received from the ceding companies and deter­
mine whether the weakness identified represents a reportable 
condition.
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For specific audit considerations, refer to Statement o f Position 
(SOP) Auditing Property and Liability Reinsurance and SOP Au­
diting Life Reinsurance. Participation in insurance underwriting 
pools, associations, and syndicates is similar to reinsurance, and 
accordingly, the SOPs’ guidance should generally be applied 
when auditing these areas.
Purchase Accounting— Claim Liabilities
Historically, many business combinations involving short-duration 
contracts had used the acquiree’s recorded account balances as the 
allocated amounts for insurance-specific items in purchase ac­
counting. In purchase business combinations involving acquisi­
tions of property and casualty insurance companies, the SEC staff 
has taken the position that needed changes in liabilities for claim 
losses and loss adjustment expenses o f an acquired insurance 
company ordinarily should be made through losses incurred in 
the income statement rather than through purchase accounting 
adjustments. (See the SEC ’s Staff Accounting Bulletin [SAB] No. 
61, Adjustments o f Allowances fo r Business Combination Loan 
Losses— Purchase Method Accounting, for further discussion).
More recently SAB No. 100, Restructuring and Impairment 
Charges (Topic 2-A), requires that receivables, liabilities, and ac­
cruals be recorded in the purchase price allocation at their fair 
value, typically the present value o f amounts to be received or 
paid, determined using appropriate current market interest rates. 
In some cases, fair value is readily determinable from contempora­
neous arm’s-length transactions involving substantially identical 
assets or liabilities, or from amounts quoted by a third party to 
purchase the assets or assume the liabilities. More frequently, fair 
values are based on estimations of the underlying cash flows to be 
received or paid, discounted to their present value using appropri­
ate current market interest rates. Insurers should be aware that fair 
value encompasses more than discounting, since the cash flows re­
lated to reserves are not fixed and determinable. FASB Statement 
of Financial Concepts No. 7, Using Cash Flow Information and 
Present Value in Accounting Measurements, provides a good frame­
work for utilizing cash flow techniques in estimating fair value.
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In a speech given by the SEC staff at the December 2000 AICPA 
SEC conference, the staff reiterated that companies that engage in 
a purchase business combination should record the acquired com­
pany’s liabilities using their best estimate of fair value at the date of 
the business combination. If a registrant believes that it has unique 
facts and circumstances such that it should not recognize an ac­
quired company’s liabilities or accruals at fair value, the registrant 
should consider preclearing its proposed accounting with the staff.
Auditors should be aware of this possible change in recording the 
acquired company’s liabilities and should note that the AICPA 
has a new task force that will be addressing the issue of purchase 
accounting for insurance enterprises. The task force will develop 
a SOP that will provide guidance on a purchaser’s accounting for 
purchase business combinations involving enterprises that issue 
short-duration and/or long-duration contracts covered under in­
surance guidance, and will address the application of FASB State­
ment No. 141, Business Combinations, and FASB Statement No. 
142, Goodwill and Other Intangible Assets.
Surplus Enhancement
In all audits of generally accepted accounting principles (GAAP) 
basis and statutory accounting practices (SAP) basis financial 
statements, consideration should be given to the effects o f un­
usual transactions as well as accounting differences on solvency 
and the adequacy o f the company’s SAP-basis capital and surplus. 
You should evaluate transactions that materially affect SAP-basis 
income or surplus, or transactions for which the effects on SAP- 
basis financial statements would be substantially different from 
the effects on GAAP-basis financial statements. That evaluation 
is especially important when an insurer’s surplus is at or near 
minimum levels or if an insurer’s risk-based capital ratio is at or 
near a regulatory action or control level.
In addition, you should be alert to significant and unusual trans­
actions or events at or near year end that may require significant 
judgment about the proper accounting treatment, including the 
following:
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• Financially oriented reinsurance transactions
• “Parking” of securities
• Loaning or borrowing securities
• Intercompany transactions
• Transactions involving special-purpose entities
• Asset swaps
• Asset reclassifications
• Other types o f potential “window dressing” transactions
SOP 94-1, Inquiries o f State Insurance Regulators, requires that, if a 
permitted accounting practice is material to an insurance enter­
prise’s financial statements, the auditor should obtain sufficient 
competent evidential matter to corroborate management's assertion 
that the accounting treatment is permitted. In many situations, that 
requirement will cause the auditor to obtain written confirmation, 
on an annual basis, from the domiciliary state insurance department 
that the accounting practice continues to be permissible.
If the financial effect o f such permitted practices is material, ei­
ther individually or in the aggregate, to a company’s SAP-basis 
surplus, sufficient competent evidential matter should be re­
ceived before the issuance of an auditor’s report on either the 
company’s GAAP-basis or SAP-basis financial statements. If you 
are unable to obtain such competent evidential matter for mater­
ial permitted accounting practices, you should consider a qualifi­
cation or disclaimer in your opinion on the GAAP-basis and the 
SAP-basis financial statements due to a scope limitation in accor­
dance with SAS No. 58, Reports on Audited Financial Statements 
(AICPA, Professional Standards, vol. 1, AU sec. 508), as amended.
Money Laundering
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to con­
ceal the initial source of the funds. Money laundering is a global 
activity and, like the illegal activities that give it sustenance, it
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seldom respects local, national, or international jurisdiction. 
Current estimates o f the size o f the global annual “gross money­
laundering product” range from $500 billion to $1.5 trillion.
Federal Government Initiative Looks to CPAs to Fight 
Money Laundering
The government’s National Money Laundering Strategy Report 
of September 2001 identifies addressing the role o f “legal and ac­
counting professionals in combating money laundering” as a pri­
ority supporting the objective of increasing usefulness of reported 
information to law enforcement agencies and the financial indus­
try” (www.treas.gov).
Money Laundering and Financial Statements
Money launderers tend to use the business entity more as a con­
duit than as a means o f directly expropriating assets. For this rea­
son, money laundering is far less likely to affect financial 
statements than other types of fraud such as misappropriations, 
and consequently money laundering is unlikely to be detected in 
a financial statement audit. In addition, other forms of fraudu­
lent activity usually result in the loss or disappearance o f assets or 
revenue, whereas money laundering involves the manipulation of 
large quantities o f illicit proceeds to distance them from their 
source quickly and in as undetectable a manner as possible. How­
ever, money-laundering activities may have indirect effects on an 
entity’s financial statements.
Independent auditors have a responsibility under SAS No. 54, Il­
legal Acts by Clients (AICPA, Professional Standards, vol. 1, AU 
sec. 317), to be aware of the possibility that illegal acts may have 
occurred, indirectly affecting amounts recorded in an entity’s fi­
nancial statements. In addition, if specific information comes to 
the auditor’s attention indicating possible illegal acts that could 
have a material indirect effect (for example, the entity’s contin­
gent liability resulting from illegal acts committed as part of the 
money laundering process) on the entity’s financial statements, 
the auditor must apply auditing procedures specifically designed 
to ascertain whether such activity has occurred.
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Possible indications of money laundering include the following:
• Transactions that appear inconsistent with a customer’s 
known legitimate business or personal activities or means; 
unusual deviations from normal account and transaction 
patterns.
• Situations in which it is difficult to confirm a person’s 
identity.
• Unauthorized or improperly recorded transactions; inade­
quate audit trails.
• Unconventionally large currency transactions, particularly 
in exchange for negotiable instruments or for the direct 
purchase of funds transfer services.
• Apparent structuring o f currency transactions to avoid reg­
ulatory recordkeeping and reporting thresholds (such as 
transactions in amounts less than $10,000).
• Uncharacteristically premature redemption o f policies, 
particularly with requests to remit proceeds to apparently 
unrelated third parties.
• The purchase of large cash value policies, soon followed by 
heavy borrowing against them.
• Large lump-sum payments from abroad.
• Insurance policies with values that appear to be inconsis­
tent with the buyer’s insurance needs or apparent means.
• Use of many different firms of auditors and advisers for as­
sociated entities and businesses.
• Forming companies or trusts that appear to have no rea­
sonable business purpose.
When an auditor becomes aware o f information concerning a 
possible illegal act, SAS No. 54 requires him or her to obtain 
from management— at a higher level than those employees po­
tentially involved— information on the act’s nature, the circum­
stances in which it occurred and its possible effect on the client’s 
financial statements.
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You should also note that laundered funds and their proceeds 
could be subject to asset seizure and forfeiture (claims) by law en­
forcement agencies, which could result in material contingent li­
abilities during prosecution and adjudication of cases.
Section 10A o f the Securities Exchange Act o f  1934. The Private 
Securities Litigation Reform Act o f 1995, among other things, 
amended the Securities Exchange Act o f 1934 (the Exchange Act) 
to add section 10A. This section requires that each audit under 
the Exchange Act include procedures regarding the detection of 
illegal acts, the identification of related party transactions, and an 
evaluation of the issuer’s ability to continue as a going concern. 
Section 10A also codified certain then-existing professional au­
diting standards regarding the detection of illegal acts by issuers 
and imposed expanded obligations on auditors to report in a 
timely manner to management any information indicating that 
an illegal act has or may have occurred. The auditor must ensure 
that the audit committee or board of directors is adequately in­
formed of an illegal act, as broadly defined by section 10A, unless 
the illegal act is clearly inconsequential.
In addition, section 10A requires the issuer to notify the SEC 
within one business day after the auditor informs the issuer’s 
board o f directors that the auditor reasonably expects either to re­
sign from the audit engagement or to modify its audit report due 
to an illegal act that has a material effect on the issuer’s financial 
statements for which appropriate remedial action has not been 
taken by senior management and the board of directors. If the is­
suer does not notify the SEC within that period, then the auditor, 
within the next business day, must provide the SEC directly a 
copy of the illegal acts report (or documentation of any oral re­
port) that it gave to the board. Section 10A provides for cease and 
desist and civil money penalties to be imposed against auditors 
who willfully fail to provide the required reports.
Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the U.S. Department of the Treasury 
to issue regulations requiring financial institutions to file reports,
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keep certain records, implement anti-money laundering programs 
and compliance procedures, and report suspicious transactions to 
the government (see 31 CFR Part 103). Failure to comply with 
BSA reporting and recordkeeping provisions may result in the as­
sessment of severe penalties. Insurance companies are defined as fi­
nancial institutions under the Act (Title 31 USC 5312(a)(M)).
The recently enacted USA PATRIOT Act (Title 3, The Interna­
tional Money Laundering Abatement and Anti-Terrorist Financ­
ing Act o f 2001) requires that all financial institutions, including 
insurance companies unless they are specifically exempted (and 
this is unlikely), must have in place anti-money laundering pro­
grams by April 24, 2002 if they do not already do so.
Insurance companies are not currently required to report suspi­
cious activity—either by employees or by customers— to the Trea­
sury Department. The Treasury Department encourages insurance 
companies to voluntarily file reports regarding suspicions o f money 
laundering and related financial crime, and many insurance com­
panies are voluntarily complying with this provision. Insurance 
subsidiaries o f bank holding companies are required to report 
suspicious activity by the Federal Reserve (12 C FR  225). The 
Annunzio-Wylie Anti-Money Laundering Act of 1992 provides a 
safe harbor from civil liability for reporting financial institutions.
IRS regulations require insurance companies to file reports for 
cash transactions greater than $10,000 (26 U SC 60501). BSA 
rules governing the reporting o f international transportation of 
currency or monetary instruments (CM IRs— Customs Form 
4790) have not been modified since 1989, and foreign bank and 
financial accounts (FBARs— Treasury Form TD F 90-22.1) have 
not been modified since 1987. However, on January 16, 1997 
(see the Federal Register), the Treasury issued a proposal to expand 
the statutory definition of monetary instruments to include for­
eign bank drafts.
For copies of BSA forms 4790 and 90-22.1 and more information 
regarding anti-money laundering issues as they affect insurance com­
panies, consult the FinCEN Web site at www.ustreas.gov/fincen.
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Declines in the Value of Securities
The declining stock market and recession-like business environ­
ment raise issues about the valuation and impairment of securi­
ties. Various market indexes have fallen significantly and 
near-term recovery is uncertain. Securities need to be evaluated to 
determine whether there has been a decline in value that is other 
than temporary. FASB Statement No. 115, Accounting for Certain 
Investments in Debt and Equity Securities, establishes accounting 
standards for both marketable equity and debt securities. Regard­
less of the valuation method used, GAAP might require recogniz­
ing in earnings an impairment loss for a decline in fair value that 
is other than temporary (note that in the case of trading securi­
ties, unrealized holding gains and losses are included in earnings).
Management should determine whether a decline in fair value 
below amortized cost basis is other than temporary. When the de­
cline in fair value is judged to be other than temporary, the cost 
basis o f the individual security should be written down to fair 
value as a new cost basis and the amount o f the write-down 
should be included in earnings. The new cost basis shall not be 
changed for subsequent recoveries in fair value.
Determining Fair Value of a Security
Management’s assessment of the fair value of a marketable secu­
rity should begin with its contemporaneous market price because 
that price reflects the market’s most recent evaluation o f the total 
mix of available information. Objective evidence is required to 
support a fair value in excess o f a contemporaneous market price. 
Such information may include:
• The issuer’s financial performance including such factors
as —
— Earnings trends
— Dividend payments
— Asset quality
— Specific events
• The near-term prospects of the issuer
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• The financial condition and prospects o f the issuer's region 
and industry
• Managements investment intent
Management should employ a systematic methodology that in­
cludes documentation of the factors considered. Such methodol­
ogy should ensure that all available evidence concerning declines 
in market values below cost will be identified and evaluated in a 
disciplined manner by responsible personnel.
Beneficial Interests in Securitized Financial Assets. Management 
and auditors may also need to acquaint themselves with the guid­
ance contained in EITF Issue No. 99-20, “Recognition of Inter­
est Income and Impairment on Purchased and Retained 
Beneficial Interests in Securitized Financial Assets,” as it relates to 
impairment considerations of beneficial interests.
Audit Implications
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities (AICPA, Professional Standards, vol. 
1, AU sec. 332), provides guidance on auditing investments in se­
curities. The companion AICPA Audit Guide, Auditing Deriva­
tive Instruments, Hedging Activities, and Investments in Securities, 
provides essential guidance on how to apply SAS No. 92 to your 
audits. You should familiarize yourself with the guidance in these 
publications.
Deferred Acquisition Costs
Under GAAP, commissions, allowances, and other costs that vary 
with and are primarily related to the acquisition of new and re­
newal business are generally deferred and amortized. These de­
ferred amounts, referred to as deferred acquisition costs (DAC), 
are recorded as an asset on the balance sheet and amortized to in­
come in a systematic manner based on related contract revenues 
or gross profits (or gross margins for SOP 93-1, Accounting for 
Certain Insurance Activities o f M utual Life Insurance Enterprises, 
contracts), as appropriate.
32
DAC Recoverability and Allocation
Unamortized acquisition costs must be subject to recoverability 
and loss-recognition testing. In addition, DAC should be allo­
cated to or directly identified with contract types or lines of busi­
nesses so these costs can be amortized over the life o f the related 
contracts. Some concern exists over DAC recoverability and 
DAC allocation methodology. Auditors are reminded to assess 
DAC recoverability and DAC allocation on their audits.
Specific Audit Steps. In connection with DAC recoverability and 
DAC allocation, the following specific audit procedures can be 
performed on an engagement, depending on the unique circum­
stances of the engagement:
1. The auditor can review the recoverability o f DAC by 
comparing GAAP net premium with gross premiums. For 
unfavorable results, review loss recognition studies by line 
o f business or contract type for possible loss recognition 
situations.
2. The auditor can review studies comparing actual and pro­
jected experience (gross profits, mortality, morbidity, persis­
tency, investment yields, and expenses) with those assumed 
for adverse deviation from the original assumptions that 
may indicate potential loss recognition situations.
3. For identified loss recognition situations, the auditor can 
determine that DAC balances are appropriately reduced or 
that premium deficiency liabilities are accrued.
4. The auditor can evaluate reasonableness and consistency of 
cost allocations to lines of business or contract types and 
obtain explanations for unusual items.
Further Deferred Acquisition Cost Considerations
Amortization. For investment contracts, universal life-type con­
tracts, and participating policies o f mutual insurers, FASB State­
ment No. 97 and SOP 95-1 require that DAC be amortized over 
the life of a book of business at a constant rate based on the present 
value of estimated gross profits or margins (EGPs). In contrast to
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products accounted for under FASB Statement No. 60, for which 
reserving and DAC assumptions are “locked” in unless premium 
deficiency/loss recognition is triggered, assumptions used in the 
FASB Statement No. 97 and SOP 95-1 calculation of DAC are 
“unlocked” and as such are subject to periodic review. Accordingly, 
for FASB Statement No. 97 and SOP 95-1 products, management 
should regularly reevaluate its “best estimates” of profits and revise 
DAC calculations as necessary. With each reporting period, DAC 
amortization should be revised to reflect the most current estimates 
of gross profits. In light of current competitive market conditions 
and changing interest rates, the auditor may want to challenge 
management’s persistency assumptions and future gross margins 
incorporated in these analyses.
Because an increasing number of life and annuity policies con­
tain features that were previously uncommon in traditional pol­
icy offerings, historical persistency rates may not be indicative of 
future persistency rates. Given competitive market conditions in 
which consumers are attempting to maximize yields within their 
risk tolerance levels, the life and annuity markets have experi­
enced high rates o f policy replacement, both external and inter­
nal, in recent years. Accordingly, practitioners may want to 
challenge persistency assumptions used in the calculation of 
DAC amortization.
With the emergence o f accommodations to meet competition, 
such as increases in crediting rates, bonus interest, persistency 
bonuses, immediate bonus credits, and decreases in administra­
tive charges to customers, EGPs may have declined relative to 
prior years. In auditing DAC, the auditor may want to review as­
sumptions used to estimate future gross profits for consistency 
with management’s description o f its business as well as other 
management analyses. If inconsistencies are identified, the audi­
tor may want to consider their implications in the determination 
o f DAC. To the extent it is determined that assumptions used do 
not represent management’s best estimate, the auditor should 
propose that management adjust those estimates and record any 
required adjustment.
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Deferral o f  Costs. For costs that are initially being deferred in the 
current year, the auditor should consider whether costs indeed 
meet the criteria for acquisition costs in FASB Statement No. 
60— that is, whether they vary with and are primarily related to 
the acquisition o f new and renewal insurance contracts. Care 
must be exercised to note the difference between changes in esti­
mates and changes in accounting policies for costs that are de­
ferred. Given the SE C ’s concerns regarding the nature of 
acquisition costs being deferred, auditors should carefully con­
sider their procedures in these situations.
DAC Related to Internal Replacements. GAAP concerning the 
treatment of existing DAC related to internal replacements is un­
clear. FASB Statement No. 97 requires the write-off o f existing 
DAC when a FASB Statement No. 97 universal life product re­
places a FASB Statement No. 60 product for an existing policy­
holder. However, GAAP is silent about whether to write off or 
maintain DAC when a policy is replaced with a comparable 
product (for example, a FASB Statement No. 97 product replaces 
another FASB Statement No. 97 product). To the extent an in­
surer follows a policy o f maintaining DAC for policies replaced 
by another, management should document the rationale for its 
position and that such rollover DAC continues to be recoverable. 
The AICPA currently has a task force reviewing the matter of ac­
counting by insurance enterprises for deferred acquisition costs 
on internal replacements other than those specifically referenced 
by FASB Statement No. 97. See “On the Horizon” section of this 
Alert for further information.
Deferred Taxes
Auditors are reminded to assess the reasonableness o f the deferred 
tax asset valuation allowance related to unrealized gains and 
losses. Deferred tax assets are reduced by a valuation allowance if, 
based on all available evidence (both positive and negative), it is 
more likely than not (a likelihood of more than 50 percent) that 
some portion or all of the tax benefit will not be realized. The 
weight given to the potential effect o f negative and positive evi­
dence should be commensurate with the extent to which it can be
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objectively verified. The valuation allowance should be sufficient 
to reduce the deferred tax asset to the amount that is more likely 
than not to be realized.
Statutory Considerations
It should be noted that under NAIC Codification, Statement of 
Statutory Accounting Practices (SSAP) No. 10, Income Taxes, es­
tablishes statutory accounting principles for current and deferred 
federal taxes, as well as foreign income taxes and current state in­
come taxes. The key change is that insurance companies will have 
to file deferred statutory taxes. There are many implementation 
questions related to statutory taxes. Reference should be made to 
SSAP No. 10 and any additional interpretations.
New FASB Statement No. 133 Implementation Guidance
A FASB task force known as the Derivatives Implementation 
Group (DIG) helps answer significant questions that companies 
face when implementing FASB Statement No. 133.
The DIG has issued guidance on numerous FASB Statement No. 
133 implementation issues. After each meeting o f the Derivatives 
Implementation Group, this guidance can be found and down­
loaded at the FASB Web site at www.fasb.org. Below is a listing of 
the insurance related topics addressed by the implementation 
group. Those addressed since last years Alert are in italics.
• A 16 — Definition o f a Derivative: Synthetic Guaranteed In­
vestment Contracts (3/14/01)
• B7 -  Variable Annuity Products and Policyholder Owner­
ship of Assets
• B8 — Identification of the Host Contract in a Non-Tradi­
tional Variable Annuity Contract
• B9 — Clearly and Closely Related Criteria for Market Ad­
justed Value Prepayment Options
• B 1 0 -  Equity Indexed Life Insurance Contracts
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• B-25 — Embedded Derivatives: Deferred variable Annuity 
Contracts with Payment Alternatives at the End o f the Accu­
mulation Period (3/14/01)
• B -26 — Embedded Derivatives: Dual-Trigger Property and 
Casualty Insurance Contracts (3/14/01)
• B -27 — Embedded Derivatives: Dual-Trigger Financial 
Guarantee Contracts (3/14/01)
• B-28 — Embedded Derivatives: Foreign Currency Elements o f 
Insurance Contracts (3/14/01)
• B-29 — Embedded Derivatives: Equity-Indexed Annuity Con­
tracts with Embedded Derivatives (3/14/01)
• B-30 — Embedded Derivatives: Application o f Statement 97  
and Statements 133 to Equity-Indexed Annuity Contracts 
(3/14/01)
• B-31 — Embedded Derivatives: Accounting for Purchases o f 
Life Insurance (7/11/01)
• C l -  Exception Related to Physical Variables
• C7 -  Certain Financial Guarantee Contracts
• G4 — Hedging Voluntary Increases and Interest Credited 
on an Insurance Contract Liability
Two-Step Securitization Required
Non-bank securitizers tend to use a two-step process to structure 
many securitizations to satisfy the isolation requirements of FASB 
Statement No. 140, Accounting for Transfers and Servicing o f Finan­
cial Assets and Extinguishments o f Liabilities. Remember that FASB 
Statement No. 140 requires that transferred assets must be put pre­
sumptively beyond the reach of the transferor and its creditors, 
even in bankruptcy or other receivership. If transferred assets are 
not sufficiently isolated, the transfers will not qualify for sale treat­
ment under GAAP and the transferred assets must be reported as 
assets on the entity’s balance sheet. The two-step approach solves 
the problem of complying with this isolation requirement.
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However, some entities may use a single-step approach when se­
curitizing. This single-step approach makes the securitization vul­
nerable to an arcane legality called an “equitable right o f 
redemption.” This legality might theoretically permit a transferor 
to recover transferred assets, which is at odds with FASB State­
ment No. 140’s isolation requirement. Recent FASB guidance re­
quires transferors to utilize the two-step approach to structure 
many securitizations (assuming that the goal is to account for the 
securitization as an off-balance sheet sale.) The change will affect 
many deals, particularly revolvers and deals that feature securities 
issued in debt form.
Steps for Securitization
What are the steps for the proper isolation of a securitization?
1. The parent (P) establishes a wholly owned subsidiary (S), 
carefully designed to be bankruptcy remote. P  transfers as­
sets to S , and a payable arises for S. Even without the ex­
change of cash, lawyers deem this transfer a true sale. As a 
result, accountants are content that the transaction satisfies 
the isolation requirement o f FASB Statement No. 140. 
However, at this point, no funds have been raised and se­
curitization has not yet occurred.
2. In step 2, S  transfers assets to the Issuer (7) for the exchange 
of cash and a retained interest in I's assets. I  is a securitiza­
tion vehicle (often but not necessarily a Qualifying Special 
Purpose Entity). Step 2 introduces credit enhancements so 
the retained interest may be subordinated to I's senior in­
terests or S  may be entitled to reserve fund proceeds if 
credit losses aren’t above expectations. Enhancements such 
as these leave doubt that step 2 is a true sale alone. Instead 
step 2 might be judged only a secured borrowing, falling 
short of FASB Statement No. 140 criteria.
3. Subsequent to step 2, I may issue assets to third party ben­
eficial interests in exchange for cash and use the funds re­
ceived to purchase assets (for example, pools of credit card 
balances from the bank.)
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FASB Statement No. 140 permits an aggregate holistic view of 
the first two steps for an isolated securitization transaction and 
rules that isolation has been met because of the first step. How­
ever, many entities have set up transactions without step 1; with P  
transferring assets directly to I , with I  being only a “qualifying 
special purpose entity” that is not bankruptcy remote, rather than 
a isolated subsidiary.
Transition
How will transition work?
To restructure current deals, entities usually must obtain the affir­
mative approval of a majority of investors in each of the beneficial 
interests (step 3). Therefore, transition time will end on the ear­
lier o f obtaining the necessary investor approvals or five years 
subsequent to the publication of FASB Technical Bulletin 01-1. 
(See the discussion that follows in this section.)
Use the following table to see when an entity must apply the pro­
posed transition provision.
The p aren t (P) 
transfers assets 
directly to an  Issuer 
(I) in a  single-step 
securitization an d :
FA SB Statem ent No. 
140  Transition Rules
Transition Guidance 
o f  Technical Bulletin
N o  assets are transferred 
an d  no beneficial 
interests are issued after 
M arch  31 , 2 0 0 1 .
A ssets are transferred 
after M arch  31 , 2001  
pursuan t to pre-M arch 
31 , 200 1  co m m itm en ts 
to th ird-party  beneficial 
interest holders (e.g., a 
revolving com m itm ent in 
a credit card deal). N o  new 
beneficial interests issued 
after M arch  31 , 2 0 0 1 .
F A SB  Statem ent N o . 140 
does not apply. C on tin u e 
to accoun t for the old 
transfers under accoun tin g 
standards prevailing at the 
tim e o f  the transfer.
F A SB  Statem ent N o . 140 
does not apply. A ccoun t 
for the com m itted  transfers 
under accou n tin g  standards 
prevailing at the tim e o f  
the com m itm en t.
N o n e  needed
N on e needed
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(continued)
The parent (P) 
transfers assets 
directly to an Issuer
(I) in a  single-step FA SB Statem ent No. Transition Guidance
securitization an d : 140  Transition Rules o f  Technical Bulletin
A ssets are voluntarily  
transferred after M arch  
31 , 20 0 1  (e.g., n ot p u r­
suant to a com m itm en t) 
an d  new  beneficial 
interests are issued.
Transfer requirem ents o f  
F A SB  Statem ent N o . 140 
app ly  for p ost 3 /3 1 /0 1  
transfers. I f  the Issuer is a 
Q S P E , F A SB  Statem ent 
N o . 140 Q S P E  gu idance 
applies.
Yes. T h e  isolation  p ro ­
visions o f  FA SB  State­
m ent N o . 140 
continue to  app ly  to 
transfers du rin g  2 0 0 1 . 
A dd ition al transition  
tim e m ay  be available.
FASB notes that many series o f beneficial interest outstanding 
today will have paid off within the five-year window, eliminating 
the need for the entity to obtain approval from these series hold­
ers. However, the one condition that must be met before an en­
tity can benefit from additional transition rules is that all new 
beneficial interests issued after the publication of the technical 
bulletin must permit the use of a two-step transfer.
Auditing Considerations
The structure of transactions must be examined for legal isolation 
requirements and the timing of transactions will need to be scru­
tinized for proper compliance.
The value of retained interests in securitizations must be sup­
ported by objectively verifiable documentation of the assets’ fair 
market value, using reasonable, conservative valuation assump­
tions. Auditors should determine that an entity complies with the 
accounting requirements encompassed in FASB Statement No. 
140, and FASB Technical Bulletin No. 01-1.
Issuance of FASB Technical Bulletin No. 01-1, Effective Date for 
Certain Financial Institutions o f Certain Provisions o f Statement 
140 Related to the Isolation o f Transferred Financial Assets
FASB Technical Bulletin No. 01-1 was issued to provide transi­
tional relief to entities that are faced with some difficult logistical 
consequences of this requirement to follow a two-step securitization
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process. See the “Accounting Pronouncements and Guidance Up­
date” section o f this Alert for more information about FASB 
Technical Bulletin 01-1.
Additionally, the Audit Issues Task Force has issued a new auditing 
interpretation “The Use of Legal Interpretations as Evidential Mat­
ter to Support Managements Assertion That a Transfer of Financial 
Assets has met the Isolation Criterion in Paragraph 9 (a) of FASB 
Statement No. 140,” of Statement on Auditing Standards No. 73, 
Using the Work o f a Specialist. The guidance reflects changes in ac­
counting guidance that has occurred since the 1998 interpretation. 
For a copy of the interpretation, visit the AICPA Web site at www. 
aicpa.org/members/div/ auditstd/announce/index.htm.
Recent Regulatory Developments
Codification of Statutory Accounting Principles
In 1999, the NAIC completed a process to codify statutory ac­
counting practices for certain insurance enterprises. In 2001, the 
NAIC published the Accounting Practices and Procedures M anual, 
as of March 2001 (the revised Manual), which included modifi­
cations of and additions to the previously issued Manual (as of 
March 2000). The insurance laws and regulations o f most states 
require insurance companies domiciled in those states to comply 
with the guidance provided in the revised Manual except as pre­
scribed or permitted by state law. Most of the requirements of the 
Manual were effective for implementation on January 1, 2001.
The Preamble of the revised Manual notes the following as the 
statutory hierarchy, which is not intended to preempt state leg­
islative and regulatory authority:
• Level 1:
-  SSAPs including GAAP reference material categories a, 
b, and c from the GAAP hierarchy
-  Category a includes FASB Statements and Interpretations, 
Accounting Principles Board (APB) Opinions, AICPA 
Opinions, and AICPA Accounting Research Bulletins
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-  Category b includes FASB Technical Bulletins, AICPA 
industry Audit and Accounting Guides, and AICPA 
Statements o f Position
-  Category c includes consensus positions of the FASB 
EITF and AICPA Practice Bulletins
• Level 2:
-  Consensus positions of the Emerging Accounting Issues 
Working Group as adopted by the NAIC
• Level 3:
-  NAIC Annual Statement Instructions
-  NAIC Purposes and Procedures o f the Securities Valua­
tion Office Manual
• Level 4:
-  Statutory Accounting Principles Statement of Concepts.
• Level 5:
-  GAAP reference material below Category c in the 
GAAP Hierarchy
Prescribed statutory accounting practices are practices incorporated 
directly or by reference in state laws, regulations, and general ad­
ministrative rules applicable to all insurance enterprises domiciled 
in a particular state. States may adopt the revised Manual in whole, 
or in part, as an element of prescribed statutory accounting prac­
tices in those states. If, however, the requirements of state laws, reg­
ulations, and administrative rules differ from the guidance 
provided in the revised Manual or subsequent revisions, those state 
laws, regulations, and administrative rules will take precedence.
Permitted statutory accounting practices include practices not 
prescribed by the domiciliary state but allowed by the domiciliary 
state regulatory authority. An insurance enterprise may request 
permission from the domiciliary state regulatory authority to 
use a specific accounting practice in the preparation o f the en­
terprise’s statutory financial statements (1) if it wishes to de­
part from the prescribed statutory accounting practice or (2) if
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prescribed statutory accounting practices do not address the ac­
counting for the transaction. Accordingly, permitted accounting 
practices differ from state to state, may differ from company to 
company within a state, and may change in the future.
Guidance for Auditors
Insurance enterprises prepare SAP-basis financial statements in ac­
cordance with the accounting practices and principles prescribed 
or permitted by the insurance departments of their states o f domi­
cile. These practices are considered to be an other comprehensive 
basis of accounting (OCBOA) under SAS No. 62, Special Reports 
(AICPA, Professional Standards, vol. 1, AU sec. 623).
You should understand the differences between the SSAPs and 
the old Accounting Practices and Procedures Manual, monitor 
the status of the Manual by the domiciliary state insurance regu­
latory authority, and evaluate the enterprise’s adoption o f the new 
accounting practices and procedures. The NAIC has provided a 
Web site to enable management and others to efficiently monitor 
changes to statutory accounting. The Web site may be accessed 
by the public at www.naic.org/lfinance/SAPmenu.htm. The 
NAIC Web site is one source for information on current develop­
ments and new requirements in statutory accounting.
The AICPA has reviewed its guidance on reporting on SAP and is in 
the process of modifying existing guidance. The Accounting Stan­
dards Executive Committee (AcSEC) anticipates that during the 
fourth quarter of 2001 it will issue an SOP, Amendments to Specific 
AICPA Pronouncements for Changes Related to the NAIC Codification, 
that will modify AICPA guidance that is affected by the codification.
This SOP will amend SOP 94-5 and require insurance enter­
prises to disclose, at the date each balance sheet is presented, be­
ginning with financial statements for fiscal years ending on or 
after December 15, 2001, a description of the prescribed or per­
mitted statutory accounting practice and the related monetary 
effect on statutory surplus o f using an accounting practice that 
differs from either state-prescribed statutory accounting practices 
or NAIC statutory accounting practices.
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Those disclosures should be made if (1) state-prescribed statutory 
accounting practices differ from NAIC statutory accounting 
practices or (2) permitted state statutory accounting practices dif­
fer from either state prescribed statutory accounting practices or 
NAIC statutory accounting practices, and the use of prescribed 
or permitted statutory accounting practices (individually or in 
the aggregate) results in reported statutory surplus or risk-based 
capital that is significantly different from the statutory surplus or 
risk-based capital that would have been reported had NAIC 
statutory accounting practices been followed.
This SOP is expected to include the following auditing guidance 
that has been updated as a result of the completion of the NAIC 
Codification: AICPA SOP 95-5, Auditors Reporting on Statutory 
Financial Statements o f Insurance Enterprises; SOP 94-1, Inquiries 
o f State Insurance Regulators; and AICPA Auditing Interpretation 
No. 12, “Evaluation of the Appropriateness o f Informative Dis­
closures in Insurance Enterprises’ Financial Statements Prepared 
on a Statutory Basis,” o f SAS 62, Special Reports (AICPA, Profes­
sional Standards, vol. 1, AU sec. 9623.60-.77). The included au­
diting guidance has been approved by the Auditing Standards 
Board (ASB).
This SOP is expected to be effective for annual financial state­
ments for fiscal years ending on or after December 15, 2001, 
complete sets of interim financial statements for periods begin­
ning on or after that date, and audits o f those financial state­
ments. If comparative financial statements are presented for fiscal 
years ending before December 15, 2001, the disclosure provi­
sions of SOP 94-5 effective prior to this proposed SOP apply to 
permitted statutory accounting practices by the domiciliary state 
regulatory authority.
Regulatory Observations Regarding Audited Statutory-Basis 
Financial Statements
The purpose of the Model Audit Regulation is to improve the state 
insurance departments surveillance of the financial condition of 
insurers. This is accomplished by requiring an annual audit by an
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independent auditor o f the insurer’s statutory-basis financial 
statements. One of the requirements included in the Model Audit 
Regulation is that an accountant must provide the insurer with an 
Accountant’s Letter o f Qualifications, which is filed with the an­
nual audited statutory-basis financial statements. Members of the 
engagement team should be aware of the letter’s provisions. One 
key provision states that the independent auditor consents and 
agrees to make available for review by the commissioner, or the 
commissioner’s designee, the auditor’s workpapers as defined in 
the Model Audit Regulation. In the conduct o f the statutorily re­
quired financial examination, state insurance examiners often uti­
lize audit documentation supporting the audited statutory-basis 
financial statements to minimize duplication of audit and exami­
nation efforts.
The NAIC Financial Reporting Working Group has discussed 
with the AICPA NAIC Task Force areas that are important to the 
regulator’s ability to rely on the annual audited statutory-basis fi­
nancial statements and the workpapers that support the audit 
opinion, including the following:
• The attainment o f adequate knowledge for engagement 
implementation is a requirement o f a generally accepted 
auditing standards (GAAS) audit. Accordingly, adequate 
knowledge of the specific statutory accounting principles 
prescribed or permitted by the insurer’s state o f domicile is 
necessary. In this regard, independent auditors may be 
called on to provide information demonstrating that staff 
were assigned to perform tasks that commensurated with 
their training and experience, including knowledge of ap­
plicable statutory accounting principles.
• In many circumstances, the audit requirements for an insurer 
are more extensive than just an audit of the statutory-based 
financial statements. An insurer may be an autonomous en­
tity or a part of a larger private or publicly traded holding 
company. The audit documentation supporting the statutory 
audit report may be a single comprehensive set o f papers 
or an integral part o f the documentation supporting the 
audit o f the GAAP financial statements of the entity or an
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affiliated or consolidated group. In each situation the au­
ditor’s work needs to be adequately documented. Gener­
ally, the auditor will determine that it is appropriate to 
assist the regulator to clearly understand the scope o f work 
and the nature o f the documentation supporting the in­
surer’s statutory-basis financial statements. Frequently 
communication is accomplished through interviews and 
discussion with the state examiner immediately prior to 
the financial examination commencement.
• The independent auditor is required to make the audit 
documentation available for review by the insurance enter­
prise’s regulator. For this purpose, audit documentation in­
cludes audit planning documentation, work programs, 
analyses, memoranda, letters o f confirmation and repre­
sentation, abstracts of company documents, and schedules 
or commentaries prepared or obtained in the course of the 
statutory-basis financial statement audit. For some aspects 
o f the engagement the independent auditor commonly 
performs work on paperless systems that, as a matter of or­
dinary course, do not provide hardcopy source documents. 
Where it is cost-efficient, documenting specific details re­
garding the attributes tested may facilitate the state exam­
iner’s ability to minimize the time spent in reperformance 
testing.
• The ASB has exposed for comment a proposed SAS and 
Statement on Standards for Attestation Engagements 
(SSAE) titled Audit Documentation that would replace SAS 
No. 41, Working Papers (AICPA, Professional Standards, 
vol. 1, AU sec. 339), amend several other SASs, and amend 
the attestation standards to reflect the concepts and termi­
nology in the proposed SAS/SSAE. The proposed 
SAS/SSAE provides an updated framework to enhance the 
auditor’s execution of professional judgment in determin­
ing the nature and extent o f audit documentation needed 
to comply with professional standards. The ASB is ex­
pected to vote the proposed SAS/SSAE for issuance in De­
cember 2001 or February 2002.
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• The independent auditor places reliance on the system of in­
ternal control and management representations as appropri­
ate under GAAS. State insurance regulators have expressed 
concern regarding the risk that management may override 
internal controls. The ASB currently has two proposed pro­
jects that, if adopted, will modify auditing guidance as it re­
lates to the assessment and reliance on internal control and 
establish a requirement for procedures specifically directed 
at detecting fraud. The practitioner should be aware of and 
monitor the status o f audit guidance being developed by 
AICPA task forces addressing these areas. See the “On the 
Horizon” section of this Alert for further information.
Indemnification Clauses by CPAs
The NAIC is currently discussing revisions to the model regula­
tion to prohibit the use of indemnification clauses by CPAs who 
perform audits on statutory financial statements. The Working 
Group of the NAIC has scheduled a hearing to discuss this mat­
ter at the NAIC Winter National Meeting in Chicago. There is a 
draft o f the proposed change which was issued for public com­
ment. (www.naic.org)
Auditing and Attestation Pronouncements and 
Guidance Update
Presented below is a list o f recently issued auditing and attesta­
tion pronouncements, guides, and other guidance issued since 
the publication of last year's Alert. See the AICPA general Audit 
Risk Alert—2001/02  (Product No. 022280kk) for a summary ex­
planation o f these issuances. For information on auditing and at­
testation standards issued subsequent to the writing of this Alert, 
please refer to the AICPA Web site at www.aicpa.org/members/ 
div/auditstd/technic.htm. You may also look for announcements 
of newly issued standards in the CPA Letter, Journal o f Accoun­
tancy, and the quarterly electronic newsletter, In Our Opinion, is­
sued by the AICPA Auditing Standards Team (available at 
www.aicpa.org).
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To obtain copies o f AICPA standards and guides, contact the 
Member Satisfaction Center at (888) 777-7077 or go online at 
www.cpa2biz.com.
SA S N o . 94  
S O P  00-3  
S O P  01-3
The Effect o f  Information Technology on the Auditor’s Considera­
tion o f  Internal Control in a Financial Statement Audit (A IC PA , 
Professional Standards, vol. 1, A U  sec. 3 1 9 )
Accounting by Insurance Enterprises for Demutualizations and 
Formations o f  Mutual Insurance Holding Companies and for 
Certain Long-Duration Participating Contracts
Performing Agreed-Upon Procedures Engagements That Address 
Internal Control Over Derivative Transactions as Required by 
the New York State Insurance Law
S O P  01-4  
S S A E  N o . 10
A ud it G u id e
Reporting Pursuant to the Association for Investment Manage­
ment and Research Performance Presentation Standards
Attestation Standards: Revision and Recodification (A IC PA , 
Professional Standards, vol. 2, A T  secs. 1 0 1 -7 0 1 )
Auditing Derivative Instruments, Hedging Activities, and 
Investments in Securities
A udit G u id e  Auditing Revenue in Certain Industries
A u d it G u id e  Audit Sampling
A u d it G u id e  Analytical Procedures
Practice A lert 01-1 Common Peer Review Recommendations
Practice A lert 01-2  Audit Considerations in Times o f  Economic Uncertainty
O f the pronouncements, guides and other guidance listed above, 
those having particular significance to the insurance industry are 
briefly explained below. These summaries are for information 
purposes only and should not be relied on as a substitute for a 
complete reading of the applicable standard.
SOP 00-3, Accounting by Insurance Enterprises for 
Demutualizations and Formations of Mutual Insurance Holding 
Companies and for Certain Long-Duration Participating Contracts
This SOP provides guidance on accounting by insurance enter­
prises for demutualizations and the formation o f mutual insur­
ance holding companies. The SOP also applies to stock insurance 
enterprises that apply SOP 95-1, Accounting for Certain Insurance
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Activities o f Mutual Life Insurance Enterprises, to account for partici­
pating policies that meet the criteria of paragraph 5 of SOP 95-1. 
See SOP 00-3 for information about effective date implementation.
SOP 01-3, Performing Agreed-Upon Procedures Engagements That 
Address Internal Control Over Derivative Transactions as Required 
by the New York State Insurance Law
This SOP represents the recommendations of the AICPA’s Task 
Force on Reporting on Internal Control Over Derivative Transac­
tions at Insurance Entities, regarding the application of the SSAE 
to agreed-upon procedures engagements performed to comply 
with the requirements o f section 1410 (b) (5) o f the New York 
State Insurance Law, as amended (the Law), which addresses the as­
sessment of internal control over derivative transactions as defined 
in Section 1401 (a) of the Law, and Section 178.6 (b) of Regula­
tion No. 163. This SOP is effective upon issuance and is applicable 
only to agreed-upon procedures engagements that address internal 
control over derivative transactions required by the Law.
Audit Guide Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities
This new Guide (Product No. 012520kk) provides practical 
guidance for implementing SAS No. 92 on all types o f audit en­
gagements. The Guide includes an overview of derivatives and se­
curities and how they are used by various entities, a summary of 
accounting guidance, and a discussion on assessing inherent risk, 
control risk, and designing substantive procedures based on the 
risk assessments. Additionally, practical illustrations and case 
studies are included in the Guide.
Accounting Pronouncements and Guidance Update
Presented below is a list of recently issued accounting pronounce­
ments and other guidance issued since the publication o f last 
year’s Alert. See the AICPA general Audit Risk Alert—2001/02 
(Product No. 022280kk) for a summary explanation o f these
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issuances. For information on accounting standards issued subse­
quent to the writing of this Alert, please refer to the AICPA Web 
site at www.aicpa.org, and the FASB Web site at www.fasb.org. 
You may also look for announcements o f newly issued standards 
in the CPA Letter and Journal o f Accountancy.
F A SB  Statem ent 
N o . 141
F A SB  Statem ent 
N o . 142
F A SB  Statem ent 
N o . 143
F A SB  Statem ent 
N o . 144
F A SB  Technical 
Bu lletin  N o . 01-1
S O P  01-1
S O P  01-2
A IC P A  A u d it and 
A ccou n tin g  G u id e
Q u estion s an d  Answ ers 
A IC P A  Practice A id
E IT F  Issue N o . 9 9 -2 0
E IT F  Issue N o . 01 -1 0
Business Combinations
Goodwill and Other Intangible Assets
Accounting for Asset Retirement Obligations
Accounting for the Impairment or Disposal o f Long- 
Lived Assets
Effective Date for Certain Financial Institutions o f  Cer­
tain Provisions o f Statement 140 Related to the Isolation 
o f Transferred Financial Assets
Amendment to Scope o f Statement o f  Position 95-2, 
Financial R epo rtin g  by N o n p u b lic  Investm ent Part­
nerships, to Include Commodity Pools
Accounting and Reporting by Health and Welfare 
Benefit Plans
Audits o f Investment Companies 
FASB Statement No. 140
Assets Acquired in a Business Combination to be Used in 
Research and Development Activities: A Focus on Soft­
ware, Electronic Devices, and Pharmaceutical Industries 
(expected to be issued in m id-D ecem ber 2 0 0 1 )
Recognition o f Interest Income and Impairment on 
Purchased and Retained Beneficial Interests in 
Securitized Financial Assets
Accounting for the Impact o f  the Terrorist Attacks o f  
September 11, 2001
O f the pronouncements and other guidance listed above, those 
having particular significance to the insurance industry are briefly 
explained below. These summaries are for informational purposes 
only and should not be relied upon as a substitute for a complete 
reading of the applicable standard.
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FASB Technical Bulletin No. 0 1 -1 , Effective Date for Certain 
Financial Institutions of Certain Provisions of Statement 140 
Related to the Isolation of Transferred Financial Assets
The Technical Bulletin defers, until 2002, application of the iso­
lation standards o f FASB Statement No. 140, Accounting for 
Transfers and Servicing o f Financial Assets and Extinguishments o f 
Liabilities, as clarified in FASB staff guidance published in April 
2001, to banks and certain other financial institutions. Those in­
stitutions also will be allowed up to five years of additional transi­
tion time for transfers of assets to certain securitization master 
trusts. That additional transition time applies only if all beneficial 
interests issued to investors after July 23, 2001, permit the 
changes in structure necessary to comply with those isolation 
standards.
Questions and Answers About FASB Statement No. 140
The FASB published a special report on February 15, 2001 that 
addresses the most frequently asked questions about FASB State­
ment No. 140. On April 19, 2001, the FASB staff published a set 
o f questions and answers about isolation of financial assets trans­
ferred by banks and other entities, focusing on rights o f redemp­
tion. Finally, on August 7, 2001, the FASB staff published a set of 
questions and answers about the limitations on the activities o f a 
qualifying special-purpose entity set forth in paragraphs 35 
through 44 of FASB Statement No. 140.
FASB Statement No. 1 4 1 , Business Combinations
This Statement addresses financial accounting and reporting for 
business combinations and supersedes APB Opinion No. 16, 
Business Combinations, and FASB Statement No. 38, Accounting 
for Preacquisition Contingencies o f Purchased Enterprises. All busi­
ness combinations in the scope o f this Statement are to be ac­
counted for using one method— the purchase method. Use o f the 
pooling-of-interests method is no longer permitted.
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FASB Statement No. 142, Goodwill and Other Intangible Assets
Issued concurrently with FASB Statement No. 141, this Statement 
addresses financial accounting and reporting for acquired goodwill 
and other intangible assets and supercedes APB Opinion No. 17, 
Intangible Assets. It addresses how intangible assets that are acquired 
individually or with a group of other assets (but not those acquired 
in a business combination) should be accounted for in financial 
statements upon their acquisition. This Statement also addresses 
how goodwill and other intangible assets should be accounted for 
after they have been initially recognized in the financial statements.
FASB Statement No. 142 changes the accounting for goodwill 
from an amortization method to an impairment-only approach. 
Thus, amortization of goodwill, including goodwill recorded in 
past business combinations, will cease upon adoption o f this 
Statement.
The provisions of this Statement must be applied starting with 
fiscal years beginning after December 15, 2001. Early application 
is permitted for entities with fiscal years beginning after March 
15, 2001, provided that the first interim financial statements 
have not previously been issued.
EITF Issue No. 99-20, “ Recognition of Interest Income and 
Impairment on Purchased and Retained Beneficial Interests in 
Securitized Financial Assets”
This EITF addresses the rules for (1) recognizing interest income 
(including amortization of premium or discount) on (a) all credit- 
sensitive mortgage and asset-backed securities and on (b) certain 
prepayment-sensitive securities including agency IOs and (2) de­
termining when these securities must be written down to fair value 
because of impairment. More specifically, the EITF addresses how 
interest income and impairment should be recognized for retained 
interests in securitizations classified as available-for-sale or held to 
maturity. At the January 17-18, 2001 meeting, a revision was made 
to clarify how beneficial interest holders should determine the 
value o f their assets. Issues relating to impairment are o f vital con­
cern for auditors in the current economic environment.
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EITF Issue No. 0 1-10 , “ Accounting for the Impact of the Terrorist 
Attacks of September 1 1 ,  2001”
The EITF decided against the use of an extraordinary item treat­
ment for losses incurred in connection with the September 11 
terrorist attacks. The EITF observes that the economic effects of 
the attacks were so extensive and pervasive that it would be im­
possible to capture them in any one financial statement line item. 
It concluded that showing part of the effect as an extraordinary 
item would hinder, rather than help, effective communication for 
financial statement users.
On the Horizon
Auditors should keep abreast o f auditing and accounting devel­
opments and upcoming guidance that may affect their engage­
ments. Presented below is some brief information about some 
ongoing projects that are especially relevant to the insurance in­
dustry. Remember that exposure drafts are non authoritative and 
cannot be used as a basis for changing GAAP or GAAS. The 
AICPA general Audit Risk Alert—2001/02  summarizes some of 
the more significant exposure drafts outstanding.
The following table lists the various standard-setting bodies’ Web 
sites where information may be obtained on outstanding expo­
sure drafts, including downloading a copy of the exposure draft.
Stan d ard  Setting Body Web Site
A IC P A  A u d itin g  
Standards Board
A IC P A  A ccoun tin g  
Standards Executive 
C om m ittee
Financial A ccoun tin g  
Standards B oard
Professional Eth ics 
Executive C om m ittee
w w w .aicpa.org/m em bers/d iv / au d itstd /drafts.h tm  
www.aicpa .o rg /m em b ers/d iv /acctstd /edo /in d ex .h tm
w w w .rutgers.edu/A ccounting/raw/fasb /draft/ 
d raftpg .h tm l
w w w .aicpa.org/m em bers/d iv /eth ics/in dex .h tm
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Help Desk—The AICPA’s standard-setting committees are 
now publishing exposure drafts of proposed professional 
standards exclusively on the AICPA Web site. The AICPA 
will notify interested parties by e-mail about new exposure 
drafts. To have your e-mail address put on the notification 
list for all AICPA exposure drafts, send your e-mail address to 
memsat@aicpa.org. Indicate “exposure draft email list” in the 
subject header field to help process the submissions more ef­
ficiently. Include your full name, mailing address and, if 
available, your membership and subscriber number in the 
message.
New Framework for the Audit Process
The ASB is reviewing the auditor’s consideration o f the risk as­
sessment process in the auditing standards, including the neces­
sary understanding of the client’s business and the relationships 
among inherent, control, fraud, and other risks. The ASB expects 
to issue a series of exposure drafts in 2002. Some participants in 
the process expect the final standards to have an effect on the 
conduct of audits that has not been seen since the “Expectation 
Gap” standards were issued in 1988.
Some of the more important changes to the standards that are ex­
pected to be proposed are:
• A requirement for a more robust understanding of the en­
tity’s business and environment that is more clearly linked 
to the assessment of the risk of material misstatement o f 
the financial statements. Among other things, this will im­
prove the auditor’s assessment of inherent risk and elimi­
nate the “default” to assess inherent risk at the maximum.
• An increased emphasis on the importance of entity con­
trols with clearer guidance on what constitutes a sufficient 
knowledge of controls to plan the audit.
• A clarification o f how the auditor may obtain evidence 
about the effectiveness o f controls in obtaining an under­
standing of controls.
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• A clarification of how the auditor plans and performs au­
diting procedures differently for higher and lower assessed 
risks of material misstatement at the assertion level while 
retaining a “safety net” of procedures.
These changes collectively are intended to improve the guidance 
on how the auditor operationalizes the audit risk model.
In connection with this major initiative, the ASB and the Inter­
national Auditing Practices Committee have agreed to form a 
joint task force to develop a joint standard addressing the risk as­
sessment process. This standard will represent a significant step 
toward converging U.S. and international auditing standards. 
The standard produced by this joint task force will form the basis 
for the ASB’s overall project.
You should keep abreast of the status of these projects and pro­
jected exposure drafts, inasmuch as they will substantially affect 
the audit process. More information can be obtained on the 
AICPA’s Web site at www.aicpa.org.
Exposure Draft Related to NAIC Codification
AcSEC has issued an exposure draft o f a proposed SOP titled 
Amendments to Specific AICPA Pronouncements for Changes Re­
lated to the NAIC Codification is expected to be issued in Decem­
ber 2001. This proposed SOP makes necessary changes to 
insurance industry-related SOPs as a result o f the completion of 
the NAIC Codification of statutory accounting practices.
Accounting by Certain Entities (Including Entities With Trade 
Receivables) That Lend to or Finance the Activities of Others
At its February 2001 meeting, AcSEC approved a final SOP, Ac­
counting by Certain Entities (Including Entities With Trade Receiv­
ables) That Lend to or Finance the Activities o f Others, pending 
AcSEC’s positive clearance of certain revisions and FASB clear­
ance. A cSEC’s positive clearance was obtained and, in August 
2001, the FASB did not object to the issuance of a final SOP, sub­
ject to final clearance by the FASB staff. AcSEC expects to issue 
the SOP during the fourth quarter of 2001.
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This proposed SOP applies to certain entities that lend to or fi­
nance the activities o f others and applies to anyone providing fi­
nancing for products and services, including, but not limited to 
banks, savings institutions, credit unions, insurance companies, 
manufacturers, retailers, and wholesalers.
All entities (except for example investment companies, broker- 
dealers, and employee benefit plans, that carry loans receivable at 
fair value and include gains and losses in earnings) that lend to or 
finance the activities of others are subject to the provisions of the 
Audit and Accounting Guide Audits o f Finance Companies. Al­
though the scope o f that Guide explicitly excluded insurance 
companies, this proposed SOP is intended to include the financ­
ing activities o f insurance companies.
This proposed SOP also reconciles the specialized accounting and 
financial reporting guidance established in the existing Guides 
Banks and Savings Institutions, Audits o f Credit Unions, and Audits 
o f Finance Companies (collectively, the Guides). The proposed 
SOP eliminates differences in accounting and disclosure estab­
lished by the respective Guides and carries forward accounting 
guidance for transactions determined to be unique to certain fi­
nancial institutions. It is not intended to create new accounting 
guidance. AcSEC is combining the aforementioned guide into a 
single guide with an expected issuance date of May 2002.
Accounting and Reporting by Insurance Enterprises for Certain 
Nontraditional Long-Duration Contracts and for Separate Accounts
At its September 2001 meeting, AcSEC cleared for exposure, sub­
ject to AcSEC’s positive clearance and FASB clearance, the draft 
SOP Accounting and Reporting by Insurance Enterprises for Certain 
Nontraditional Long-Duration Contracts and for Separate Accounts. 
The proposed SOP addresses the classification and valuation of li­
abilities as well as the disclosure for nontraditional annuity and life 
insurance contracts issued by insurance enterprises. It also dis­
cusses the classification, valuation, and disclosure of assets held in 
separate accounts of insurance enterprises. It is expected that an 
exposure draft will be issued during the first quarter of 2002.
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Accounting for Deferred Acquisition Costs on 
Internal Replacements
In July 2000, A cSEC ’s Planning Subcommittee approved a 
prospectus for an SOP project to provide authoritative guidance 
on accounting by life insurance enterprises for deferred acquisi­
tion costs on internal replacements other than those covered by 
FASB Statement No. 97, Accounting and Reporting by Insurance 
Enterprises for Certain Long-Duration Contracts and for Realized 
Gains and Losses from the Sale o f Investments. The FASB cleared 
the prospectus in November 2000.
In June 1999, a Staff Discussion Paper was issued on the topic. 
The intent o f the paper was to determine whether diversity exists 
with regard to accounting by life insurance enterprises for inter­
nal replacements other than those covered by FASB Statement 
No. 97 and, if so, whether accounting guidance should be pro­
vided. Eleven comment letters were received, with the majority 
saying that guidance is needed. The task force has met several 
times and plans to discuss issues with AcSEC during the fourth 
quarter o f 2001.
Accounting for Purchase Business Combinations Involving 
Insurance Enterprises Including Certain Reinsurance 
Transactions That Are in Substance Business Combinations
A project is in the works to potentially develop a SOP that would 
provide guidance on a purchaser’s accounting for purchase busi­
ness combinations involving enterprises that issue short-duration 
or long-duration contracts, or both, as covered under the guid­
ance of FASB Statement No. 60, Accounting and Reporting by In­
surance Enterprises’, FASB Statement No. 97, Accounting and  
Reporting by Insurance Enterprises for Certain Long-Duration Con­
tracts and for Realized Gains and Losses from the Sale o f Investments', 
FASB Statement No. 113, Accounting and Reporting for Reinsur­
ance o f Short-Duration and Long-Duration Contracts;  and FASB 
Statement No. 120, Accounting and Reporting by M utual Life In­
surance Enterprises and by Insurance Enterprises for Certain Long- 
Duration Participating Contracts. The project will address the 
application of FASB Statement No. 141, Business Combinations,
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and FASB Statement No. 142, Goodwill and Other Intangible As­
sets. A prospectus for this project has not yet been formally cleared.
Accounting for Risk Transfer in Mortgage Reinsurance 
Arrangements That Involve Participation of Mortgage Lenders
A project is in the works to potentially develop a SOP that will 
provide guidance on the accounting and procedures for assessing 
risk transfer on mortgage reinsurance arrangements that involve 
the participation o f a mortgage lender or its affiliates. These 
arrangements are typically entered into between mortgage insur­
ers and wholly owned subsidiaries of mortgage lenders (captive 
mortgage reinsurer), but also exist between lenders and group 
captives. This project will address the relevance of FASB State­
ment No. 113, Accounting and Reporting for Reinsurance o f Short- 
Duration and Long-Duration Contracts, and the application to 
these mortgage reinsurance arrangements. A prospectus for this 
project has not yet been formally cleared.
Resource Central
Education courses, Web sites, publications, and other resources 
available to CPAs
On the Bookshelf
The following publications deliver valuable guidance and practi­
cal assistance as potent tools to be used on your engagements.
• Audit and Accounting Guide Audits o f Life and Health In­
surance Entities (Product No. 012501kk).
• Audit and Accounting Guide Audits o f Property and Liabil­
ity Insurance Companies (Product No. 01 1924kk)
• Audit Guide Auditing Derivative Instruments, Hedging Activ­
ities, and Investments in Securities (Product No. 012520kk)
• Audit Guide Revenue Recognition (Product No. 012510kk)
• Audit Guide Audit Sampling (Product No. 0 12530kk)
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• Audit Guide Analytical Procedures (Product No. 012551kk)
• Practice Aid Auditing Estimates and Other Soft Accounting 
Information (Product No. 010010kk)
• Accounting Trends &  Techniques— 2001  (Product No. 
009893kk)
• Practice Aid Preparing and Reporting on Cash- and Tax- 
Basis Financial Statements (Product No. 006701kk)
• Practice Aid Considering Fraud in a Financial Statement 
Audit: Practical Guidance for Applying SAS No. 82 (Product 
No. 008883kk)
• Audit Risk Alert E-Business Industry Developments—  
2001/02  (Product No. 022277kk)
Audit and Accounting Manual
The. Audit and Accounting M anual (Product No. 005131 kk) is a 
valuable nonauthoritative practice tool designed to provide assis­
tance for audit, review, and compilation engagements. It contains 
numerous practice aids, samples, and illustrations, including 
audit programs; auditors’ reports; checklists; engagement letters, 
management representation letters, and confirmation letters.
CD-ROM
The AICPA is currently offering a CD-ROM  product titled Re­
source: AICPA’s Accounting and Auditing Literature. This CD-ROM 
enables subscription access to the following AICPA Professional 
Literature products in a Windows format: Professional Standards, 
Technical Practice Aids, and Audit and Accounting Guides (avail­
able for purchase as a set that includes all Guides and the related 
Audit Risk Alerts, or as individual publications). This dynamic 
product allows you to purchase the specific titles you need and 
includes hypertext links to references within and between all 
products.
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Education Courses
The AICPA has developed a number of continuing professional 
education courses that are valuable to CPAs working in the insur­
ance industry. Those courses include:
• AICPA's Annual Accounting and Auditing Workshop (Prod­
uct No. 737061kk (text) and 187078kk (video)). Whether 
you are in industry or public practice, this course keeps 
you current, informed, and shows you how to apply the 
most recent standards.
• SFAS 133: Derivative and Hedge Accounting (Product No. 
735180kk). This course helps you understand GAAP for 
derivatives and hedging activities. Also, you will learn how 
to identify effective and ineffective hedges.
• Independence (Product No. 739035kk). This interactive 
CD-ROM  course will review the AICPA authoritative lit­
erature covering independence standards (including the 
newly issued SECPS independence requirements), SEC 
regulations on independence, and ISB standards.
• SEC  Reporting (Product No. 736745kk). This course will 
help the practicing CPA and corporate financial officer 
learn to apply SEC reporting requirements. It clarifies the 
more important and difficult disclosure requirements.
• Internal Control Implications in a Computer Environment 
(Product No. 730617kk). This practical course analyzes 
the effects o f electronic technology on internal controls 
and provides a comprehensive examination o f selected 
computer environments, from traditional mainframes to 
popular personal computer set-ups.
• E-Commerce: Controls and Audit (Product No. 731550kk). 
This course is a comprehensive overview of the world of 
e-commerce. Topics covered include internal control eval­
uation and audit procedures necessary for evaluating 
business-to-consumer and business-to-business transactions.
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Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An an­
nual fee ($95 for members and $295 for nonmembers) will offer 
unlimited access to over 1,000 hours of online CPE in one- and 
two-hour segments. Register today at infobytes.aicpaservices.org.
CPE CD-ROM
The Practitioner’s Update (Product No. 73811 0 kk) CD-ROM  
helps you keep on top of the latest standards. Issued twice a year, 
this cutting-edge course focuses primarily on new pronounce­
ments that will become effective during the upcoming audit cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions call the 
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application o f the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
Web Sites
AICPA Online
AICPA Online offers CPAs the unique opportunity to stay 
abreast o f matters relevant to the CPA profession. AICPA Online 
informs you o f developments in the accounting and auditing
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world as well as developments in congressional and political af­
fairs affecting CPAs. In addition, AICPA Online offers informa­
tion about AICPA products and services, career resources, and 
online publications.
CPA2Biz
This new Web entity is the product of an independently incorpo­
rated joint venture between the AICPA and state societies. It cur­
rently offers a broad array o f traditional and new products, 
services, communities, and capabilities so CPAs can better serve 
their clients and employers. Because it functions as a gateway to 
various professional and commercial online resources, CPA2Biz 
(www.cpa2biz.com) is considered a Web “portal.”
Some features CPA2Biz provides or will provide include:
• Online access to AICPA products such as Audit and Ac­
counting Guides and Audit Risk Alerts
• News feeds each user can customize
• CPA “communities”
• Online CPE
• Web site development and hosting
• Electronic procurement tools to buy goods and services 
online
• Electronic recruitment tools to attract potential employees 
online
• Links to a wider variety o f professional literature
• Advanced professional research tools
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services of­
fered by a number o f organizations. Some o f those organizations 
are listed in the table at the end of this Alert.
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This Audit Risk Alert replaces the Insurance Industry Develop­
ments—2000/2001 Audit Risk Alert. The Insurance Industry De­
velopments Alert is published annually. As you encounter audit or 
industry issues that you believe warrant discussion in next year’s 
Alert, please feel free to share them with us. Any other comments 
that you have about the Alert would also be appreciated. You may 
e-mail these comments to jgould@aicpa.org, or write to:
Julie Gould, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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